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There was a time in economic analysis
when income theory was widely dis
cussed. Nineteenth Century economists
typically treated the distinctions between
capital and income at length. Recently,
however, the measurement of income and
related income concepts have been all but
ignored by economists. It is the accoun
tant who now debates the differential
merits of alternative income concepts.
It was relatively early in the develop
ment of their discipline that economists
came to realize that the measurement of
income, as well as the related propositions
termed “income concepts,” were illusory
doctrines with slippery operational direc
tives. It is surprising, in a sense, that
economists, who are often thought of as
ivory tower isolationists uninfluenced by
the practicalities of real world constraints,
would abandon the conceptual analysis of
income as an ineffectual tool which
“breaks in our hands,”1 while accoun
tants, who constantly face the problem of
implementing a so-called abstract theory
in an operational or practice-oriented set
ting, steadfastly adhere to income mea
surement as their primary societal func
tion.

The Quest for "Real Income"
The primacy of income measurement is
evidenced by the relative emphasis placed
upon income determination rather than
asset valuation. This is obviously an un
sound contention in view of the algebraic
impossibility of changing income mea
surement rules without also affecting
asset or liability valuations on the balance
sheet. The point is, however, that recent
arguments have had as their thrust the
refinement of the income measure with
asset valuations falling to be made consis
tent therewith by default. A case in point,
of course, is the adoption of artificial LIFO
as an accepted accounting treatment rule.
Its chief proponent was more interested in
the “realistic” statement of income than in
anything else.2
If the accountant had succeeded in refin
ing income measurement beyond the
point at which economists appear to have
given up, the financial press does not yield
persuasive evidence that this accom
plishment has been effectively communi
cated to the public. It is abundantly clear to
even the most casual financial observer
that income reporting, financial account
ing, and independent auditing in particu

lar have fallen into a significant degree of
disrepute among the financial commu
nity. This degeneration of confidence
stems in part from criticism originating
from disenchanted financial statement
readers. There is, however, a noteworthy
barrage of criticism imputable to the
academic and practitioner wings of the
society. There is even an indication of a
pervasive frustration.3
Most criticism appears to be a conse
quence of the apparent inability of the
accounting discipline to isolate and iden
tify that set of propositions with which the
term "generally accepted accounting prin
ciples” is associated. The root cause may
also be seen as a failure to relate what
might be termed a “grand design” for
financial accounting. Most public criti
cism, however, arises as a consequence of
accounting diversity. In many cases, di
versity of accounting treatment has re
sulted in an awareness that corporate
earnings may be stated at almost any
amount depending in large measure upon
what particular set of accounting princi
ples one selects from the aggregate of
accepted practices. Some time ago Cham
bers, in commenting on the Inventory of
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Generally Accepted Accounting Principles for
Business Enterprises, estimated that due to
the diversity of accepted accounting prin
ciples, a reader of financial statements
faces a myriad of over thirty million possi
ble combinations of accepted treatments
for any comparison of financial statements
in which a significantly diverse transac
tions base might be encountered.4 Even
though this statement was made several
years ago, developments since then have
not reduced diversity to a significantly
lower level.
The intense preoccupation with earn
ings per share figures, which started with
the merger movement of the 1960s, finally
led the public at large to realize what
practitioners have known all along: that it
is possible to “manage" earnings per
share. We are clearly beyond the point of
mere suspicion that accounting treatment
is decided upon the basis of the effect
alternatives are likely to have on the “holy
writ" of reported income.
Aside from the diversity in its mea
surement, the heavy emphasis on re
ported earnings has caused some writers
to suspect that a serious misallocation of
economic resources might be taking place
because managements are thought to act
at times more consistently with reflecting
a certain orderliness of earnings growth
rather than with the long-range interests
of their shareholders.5 Hence, we have a
resource allocation problem in addition to
the procedural chaos evident in the finan
cial press. And at the center of this state of
affairs in financial accounting rests a basic
yet unanswered question: What do we
intend to convey through the presentation
of income?
Upon the resolution of this question will
hinge many far-reaching consequences
for the auditing function. For, it is con
ceivable that the practice of lending inde
pendent attestation to the fairness of re
ported income might constitute a gross
inconsistency with the developing role of
the Certified Public Accountant in our
society. There is evidence that the inter
pretative character or subjective quality of
income as a success indicator is poorly
understood by every segment of society.
This deficiency is evidenced by the impli
cations of recurring statements dealing
with an asserted distortion which certain
accounting practices have on income. It is
an extremely subtle implication which
requires a degree of patience to recognize.
For example, several years ago Sidney
Davidson stated in an interview: “I realize
that we'll probably never get a method
that will come up with a firm's real income.
But investors are going to demand that we
come closer to reality. "6 The implication of
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this statement is that income is singular
and that there is a real income which is
measurable as an absolute existential
status awaiting the accountant's grasp. It
will be argued in this paper that this
implication and its related belief rest at the
center of the current chaos.
The financial community relies upon
the independent auditor to intervene in
situations involving an inevitable conflict
of interest between “insiders" and “out
siders." The ostensible objective of this
intervention is to give independent cred
ibility to the facts relating to the financial
affairs of the enterprise as they are pre
sented by management. This is the unique
function of the profession of public ac
countancy.
Yet, what the facts are with respect to an
income measure, if viewed as a success
indicator, are not as easily stated as they
are commonly thought to be. Until re
cently, investors appear to have believed
that income was income and that there
existed one immutable existential reality
which was subject to conceptual grasp and
practical measurement and to which the
term "income" could be applied. This
belief was probably fostered by pre
depression literature which showed a
definite tendency towards a belief in a
singular income concept. In the last three
decades, however, academic and profes
sional literature has contained many dis
cussions of the various distinctions drawn
among a plurality of income concepts. But
today's investor is coming to know of such
a plurality, not by virtue of a painstaking
examination of research efforts designed
to identify the various distinctions, but
because modern accountancy has been
unable to stem the tide of increasing
diversity brought about by rapid economic
growth and an increasingly complex busi
ness environment. There is more than one
way to handle mergers, more than one
way to handle leases, more than one way
to handle pension problems or an invest
ment tax credit, all of which can lead to
widely different financial statement fig
ures.
Hence, when varying accounting
methods were introduced, corresponding
to an associated increase in the complexity
of financial transactions and arrange
ments, this belief in the singularity of
income was shaken. A popular reaction
has been to level criticism against inde
pendent auditors for not insisting upon
the exclusive employment of those proce
dures which would yield “accurate" re
sults of operations and an income figure
neither overstated nor understated.
Again, the “belief" in the finiteness of
income manifests itself. The problems

caused by this implied belief in the singu
larity of income are compounded by the
fact that almost all accounting principle
alternatives appear to be valid extensions
of particular income concepts. Diversity in
accounting practice is a natural conse
quence of diversity in meanings as
sociated with income.

The Cognitive Significance of
Income
It is the thesis of this paper that the
unanswered questions dealing with the
cognitive significance of income, a ques
tion to which our profession has yet to
address itself, constitute the "root cause"
of this crisis of confidence. The argument
path for this contention depends upon
three easily acceptable premises:

1. The attestatory function of public
accountancy represents an attempt to ren
der independent third party assurances
that internal financial facts as presented by
management are reliable.
2. By far, the major element of this
disclosure system is income determina
tion.

3. In all of this reporting matrix, ac
countants make a concerted effort to avoid
subjective valuations and insist upon hard
evidence for the facts so presented.
Independent auditors do not take it
upon themselves to subjectively establish
the valuation of assets. Historical cost is
the traditional valuation basis precisely
because it is a defensible magnitude. Once
defined, this valuation scheme is capable
of being efficiently communicated to the
public in such a manner that all who read a
financial statement come to an under
standing of the fact that is attempted to be
communicated. Property, plant, and
equipment, at a valuation based upon an
arm's-length transaction, communicates
to a statement reader the fact of purchase
and the fact of the cash equivalent given up
to acquire such property assets. Receiv
ables, valued at net realizable value,
communicates a different but equally
understandable fact — the fact of an ex
pectation or the current economic value of
receivables in the normal course of busi
ness. Intangibles are valued at the aggre
gate cash equivalent of those resources
given up to acquire them. Liabilities are
typically valued at the future cash equiva
lent of resources which will be required in
liquidation. Here, too, a related real world
fact is presented by management, audited
by independent accountants, and effec
tively communicated to financial state
ment readers. In each element of both
income determination as well as asset and
liability presentation, the reported data on

financial statements has a related existen
tial counterpart which, for want of a better
term, can be classified as a financial fact.
On the income statement, the sales
figure represents the aggregate cash
equivalent of all incoming resources gen
erated through normal business events
and transactions. There are, of course,
some unique situations which we all en
counter in practice, but for the vast major
ity of situations, this characterization
holds. Cost of Sales also represents a
related real world fact which can be com
municated to statement readers efficiently
and with near full understanding. Most
expenses relate to an expiration of an asset
and are thus related to real world facts
which can be symbolized in financial
statements.
In all of this, it will be noted, we
communicate a singular valuation fact for
assets. Land is valued at historical cost.
There is an equally relevant fact which we
choose not to make a part of the formal
communications process — its replace
ment cost or current value were it to be
sold. The same can be said of other assets.
We have insisted that value be a singular
notion. The double-entry process toler
ates only one value per asset when, in fact,
value is not a singular concept. And, it is to
be expected that income will be tolerated
in the double-entry system under a singu
lar scheme because its components (assets
inflowing through sales and outflowing
through expenses) are treated as singular.
The clincher, however, is that, not
withstanding the factual nature of the
inputs to the income determination pro
cess, the manipulation of such facts in the
double-entry system does not produce a
fact of income. The final figure on the
income statement, and the one figure
around which all of financial accounting
revolves, is completely different in its
relation to real world events from all other
elements of financial reporting. This is
hypothesized to be the central point of
widespread misunderstanding and the
situs of most of the unrest which per
meates our profession. The proposition
can be stated quite simply, but it requires
precision to understand its consequences:
Income, when viewed as a success indicator, is
not an intelligible fact which relates to a real
world phenomenon as every other element of
financial reporting does.
Even if all the inputs to the income
determination process were devoid of the
uncertainties which are experienced in
day-to-day events, even if all auditing and
financial accounting were devoid of the
estimates and inexactness which they are
known to contain, the income figure
which results from these processes would

still not represent a symbolization of a real
world fact. And the direct cause of our
most troublesome problems stems from
the belief of most nonaccountants (as well
as some accountants) that income, like
other elements of external reporting, is
susceptible to verification as a fact.
In the past twenty years, we have wit
nessed a series of official pronouncements
from the American Institute of CPAs, as
well as from other sources, all of which
have dealt with what ought to constitute
the accounting treatment rules for the
valuation of assets and for the capture of
income. We have been through the old
Accounting Procedures Committee, the
early years of the Accounting Principles
Board, the Accounting Principles Board
with expanded authority, and recently we
moved again; this time to a Financial
Accounting Standards Board. We have
been through the various committees of
the American Accounting Association, the
various once-and-for-all "postulates"
studies aimed at a comprehensive state
ment of a unified theory for income mea
surement. In short, we have searched for
over a quarter century for the conceptual
directive with which to measure enter
prise income. In all of this searching we
have presumed that a reference to the past
will yield for us a measurement of how
well we have done in the past. But how well
an enterprise has done in a particular past
period cannot be measured without refer
ence to the future consequences of actions
taken and actions not taken in that past.
The success of a business in a given year
cannot be measured as a fact without
reference to the future monetary conse
quences of all decisions taken in that year.
Hence, income is unmeasurable as a fact in
a world characterized by a lack of future
knowledge. And it is this quest for the fact
of income which may be the ultimate folly
of our profession in our time.
How successful an enterprise has been
in a given year is a matter of opinion when
the consequences of actions taken in that
year are yet to run their course, and this is
true regardless of the exactness and objec
tivity of the parameters of the measure
ment process. An income figure for a
particular year is measurable, just as an
opinion can be drawn with respect to the
success of operations. The income figure is
not measurable.
Can it be that we are attempting to
measure an utterly subjective magnitude
in an utterly objective way? Can it be that,
notwithstanding all the insistence upon
independence and objectivity which
characterizes our function, we are still
basically involved with the measurement
of a magnitude which can only be inter

preted as an opinion, regardless of the
nonpersonal nature of the inputs? Can it
be that the criticisms which we make, as
well as those which we receive, are really
levelled against only the symptoms which
this basic and unresolved question in
duces in practice?
One might even be led to wonder why
accountants associate themselves with an
opinion measurement such as income.
Why not concentrate upon a more com
prehensive fact audit including those rele
vant financial facts which are not currently
audited because they do not happen to "fit
in" in the double-entry income determina
tion matrix? Why not just audit the finan
cial facts of historical experience and
thereafter let financial analysts make
whatever permutation or combination of
the raw data they desire for the various
interpretations which constitute their so
cial role? After all, if a statement reader
cannot utilize audited raw financial facts
in an intelligent manner, there is little
prospect that the currently computed in
come figure can be intelligently used. A
complete abandonment of income deter
mination and a significant expansion of
the internal fact disclosure system consti
tutes a viable alternative which should be
carefully considered by the profession. A
concentration upon the audit of historical
financial facts not limited to those which
fit into the traditional double-entry pro
cess would clearly be more in keeping
with the CPA's evolving societal role. We
have released ourselves from the burden
of valuations which are not objectively
verifiable from historical factual transac
tions; why not release ourselves from the
ultimate subjectivity — income?
But if the complete abandonment of
income determination appears unfeasible
for the present, and it clearly does, then
there appears to be only one path to a
lessening of the unrest. If income deter
mination there has to be, then a massive
educational campaign is needed to alter
the public's typical bent when it comes to
interpreting the significance and meaning
of income. The financial community must
be brought to an understanding of the
subjective character of any income mea
sure regardless of the objectivity of its
computational inputs. Our insistence
upon objective evidence for the valuations
which determine net income is in no way a
guarantee that the resulting income figure
possesses a similar objectivity characteris
tic. The pervasive belief that there exists a
single income amount measurable in finite
form so long as "correct" accounting pro
cedures are used will have to be replaced.
There is no alternative. There is simply no

(Continued on page 13)
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such thing as "true income," "real in
come," or "absolute income" in a world of
uncertainty. And the insistence of the
financial community that we measure it
will not bring the impossible to pass.
Scholars in the field of economics had
quite a few more years in which to come to
an understanding and eventual rejection
of micro income analysis than we have as
yet had. If economists, who have never
been required to audit a large company,
abandon income as a tool which "breaks in
our hands," perhaps accountants ought to
heed this caveat. Not only is the typical
accountant unaware of these conceptual
limitations; in fact, the typical accountant
has gone farther and proceeded with the
measurement of income with almost total
disregard as to how the resulting amounts
ought to be interpreted. We have under
taken an awesome task and the prognosis
does not improve when a seven-member
board is vested with the power to pre
scribe the exact procedures to be used to
measure a continuingly subjective phe
nomenon. It matters little how many there
are who are doing the guessing. A narrow
ing in the diversity of accounting treat
ment rules is viewed by many as the
solution to our present state of affairs. This
will only postpone the inevitable. Sooner
or later we will have to come to grips with
an answer to the question of what we
intend to convey with income. If the same
difficulties which were encountered by
economists are now being faced by ac
countants, although manifested in a dif
ferent form, then the really basic question
remains and A.P.B. Opinions and FASB
Statements which narrow accounting di
versity do not go very far in providing
solutions to those more basic difficulties.
Until we face the phenomenon of income
squarely, our more serious difficulties will
remain.

Conclusion
The outlook for a rapid improvement in
the philosophical underpinnings of our
profession is not bright at all. Both so
lutions, the complete abandonment of
income and, failing that, a massive educa
tional program to convey the subjectivity
character of any income measure, require
widespread knowledge of the serious limi
tations inherent in the measurement of
income, even on a purely conceptual level.
There is, unfortunately, little prospect that
accountants will conclude that income
determination "breaks in our hands." It is
clearly possible that, given as much time
with income concepts as the economists

had, we will, in turn, also abandon income
measurement. But by then, will institu
tional rigidity and the precedent of a long
line of buttressing opinions of an increas
ingly quasi-judicial body so embed in
come measurement that it will become
impossible to emerge from the quagmire?
It will be years before we will be able to
discern the path the profession will take to
solve this dilemma. The pivotal question
remains unanswered. What do we intend
to convey by income measurement?
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